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Investment-trust Accounting on a Tax Basis
By James Lee
One of the stumbling blocks that beset the path of our latest 
“industry,” investment trusts, is the apparent irreconcilability 
between the provisions of article 58 of regulations 74 of the federal 
income-tax department and what is generally accepted by portfolio 
managers of general-management-type trusts as the correct method 
of costing securities sold and valuing the remaining inventory.
THE INVESTMENT TRUSTS’ POINT OF VIEW
In general, there are three methods of calculating the cost of 
securities sold:
1. First in, first out. This gives a result which shows an 
increased loss during a period of falling prices, and an inflated 
profit during a period of rising prices. In a period of falling 
prices it is applied by a trust wishing conservatively to reduce 
the per-share value of its inventory, designedly to produce a 
loss and for a number of other reasons. It is the alternate 
method acceptable to the department when the approved 
method No. 2 can not be applied. Last in, first out, a varia­
tion of this method, would give an opposite result but it has 
no standing with the bureau.
2. Actual cost of specific blocks sold when they can be 
identified. This method has first choice with the bureau 
whenever it can be applied; but it is clearly evident that, 
even though it were possible to identify the particular pieces 
sold, such a method if pursued haphazardly and without 
definite plan, would lead only to chaos.
3. Average cost of securities purchased. This gives a 
result which includes the favorable and unfavorable prices of 
securities yet unsold. Because of the fact that portfolio 
managers, as a rule, habitually regard their security lists 
at average prices, buying and selling to average, this is 
the method which is most commonly used, except in special 
circumstances which need not be considered here. More­
over, on April 23, 1931, the committee on stock list of the 
New York stock exchange gave formal approval to this 
method as one of the requirements for listing.
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THE BUREAU’S POINT OF VIEW
Now, article 58 of regulations 74 states that “when shares of 
stock in a corporation are sold from lots purchased at different 
dates and at different prices and the identity of the lots can not be 
determined, the stock sold shall be charged against the earliest 
purchases of such stock.” Clearly, then, the average-cost method 
is definitely ruled out for income-tax purposes; and the bureau 
will accept only method 2, with method 1 as an alternative, 
despite the fact that method 3 is accepted among portfolio mana­
gers and has the formal approval of the committee on stock list of 
the New York stock exchange.
Nevertheless, it appears to be common knowledge that in some 
cases, the bureau has accepted returns filed on the average-cost 
basis. This was my own experience, and it is confirmed in Leland 
Rex Robinson’s Investment Trust Organization and Management. 
Accordingly, a letter was dispatched to Washington, asking 
whether article 58 still held for investment trusts, and, meanwhile, 
diligent inquiry was made among a number of investment-trust 
comptrollers and portfolio managers. All agreed that the de­
partment would not refuse returns filed on the average-cost basis, 
and among the reasons advanced might be mentioned, (1) varia­
tions in fixing the exact status of any particular trust with regard 
to its classification as a “dealer in securities”—a broker, under­
writer, etc., buying primarily for resale and not for investment 
purposes—(however, according to an unpublished letter signed by 
the commissioner, dated January 10, 1930, an investment trust is 
not entitled to report on inventory basis (C. C. H., vol. 3, par. 
6332)), and (2) the inability of field agents to apply any basis other 
than the method used by the trust, because of the great volume 
and the disappearance of all identities when accounts were closed 
and balances brought down in one figure over a number of periods.
In due time, a reply, dated June 26, 1931, was received from 
Washington as follows:
“You are advised that the sale of securities by investment 
trusts is governed by the provisions of article 58 of regula­
tions 74. No special application thereof is made by the 
bureau with respect to such trusts. You are advised that 
generally speaking, the bureau does not favor the average­
cost method for determining the gain or loss in case of sale 
or other disposition of securities. There have been some in­
stances when the average-cost method was resorted to for 
lack of a better basis (see V. J. Bulleit, 3 B. T. A. 631, 
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wherein the commissioner was upheld in using that method. 
The board also used that method in the case of A. H. Britain 
et al., 20, B. T. A. 127). It is held, however, that neither of 
the foregoing cases should be held to modify the general rule 
that the use of the average cost is not permissible, and that 
the method prescribed in the first sentence of article 58 of 
regulations 74 must be followed. The use of average cost 
was held not permissible in the case of Skinner et al. vs. 
Eaton, 34 Fed. (2d) 575; 7 Am. Fed. Tax Rep. 9393.
“The foregoing will indicate the present attitude of the 
bureau.”
A WAY OUT OF THE DILEMMA
A satisfactory solution to the problem would be an accounting 
system which would permit the use of the desirable average-cost 
method 3, while still complying with the regulations regarding 
the identification of specific blocks sold. Indeed, such identifica­
tion is highly desirable from the trust’s point of view, inasmuch as 
a knowledge of security numbers greatly facilitates the collection 
of interest and dividends, as well as furnishes vital information in 
case of fire or theft. A system of accounting has therefore been 
designed which will enable investment-trust executives purposely 
to deliver any particular block of securities against a sale, no 
matter whether the securities are held in the vault, are with a trust 
company for safekeeping, or are out with a broker as collateral. 
Now if, coupled with this facility, the cost of each block may be 
instantly ascertained, it follows that the achievement of the aver­
age-cost basis may be very closely approximated, while at the 
same time, satisfying the requirements of article 58.
A SELECTIVE AVERAGE-COST SYSTEM
It should be understood at the outset that this system has been 
designed primarily for the purpose of recording investment-trust 
accounts in such a way as will facilitate the preparation of state­
ments which will conform to stock exchange requirements, and 
will also be acceptable to the internal revenue department. It 
is not in any way a pronouncement either official or semi-official, 
of the proper methods to be pursued, but is merely the author’s 
own particular manner of presentation.
Briefly, the system consists in following up each piece from 
receipt to delivery, including all its wanderings in the meantime, 
whether through safekeeping accounts or to creditors as collateral. 
The system to be outlined, while highly organized, is essentially 
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simple, and involves only two stages and slightly more labor than 
what is generally accepted as the minimum requirement for an 
adequate knowledge of security locations. Books apart from the 
usual journal and general ledger are as follows:
Original entry:
Trading memoranda for purchases and sales, separately 
numbered, made up by the trading committee and checked 
by the accounting department.
Journal vouchers for purchases and sales, or separate sales 
and purchase books may be used.
Security clerk’s in-and-out slips—the shares only are con­
sidered here—which are posted to the two location records 
and to the number record.
Secondary entry:
A purchase ledger for all securities purchased, the individ­
ual accounts being credited for the cost when each piece is 
sold. A separate account is kept for each security at net 
cost, block by block, and the account is credited for this 
cost when each piece is sold. The balance of each account, 
therefore, will be that total cost value of that security on 
hand, and this balance divided by the balance of shares gives 
the average cost per share.
A sales ledger for the net proceeds of all securities sold, the 
individual subsidiary accounts being debited with the cost 
transferred from the purchase ledger when each piece is sold. 
The balance of each account will show the gross profit or 
loss for that account. For convenience, the sales and pur­
chase ledgers will be illustrated as one account.
Two location records which will instantly show the location 
of every piece at all times. One lists the locations according 
to securities; the other lists securities at each location, thus 
providing instant location and collateral information, as 
well as furnishing a valuable check on each other. They are 
both non-monetary.
A number record, also non-monetary, which lists the num­
bers of each piece at every location. It should be kept by 
securities, the various locations following each other in alpha­
betical order. It may be kept both ways, if desired.
A comparative cost record which will show at a glance the 
correct average cost compared with the actual, or selective 
average cost, and the deviations per share.
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When securities are to be sold, the proper 100-share or 50-share 
lots, known as “pieces” should be selected from the ledger, the 
total cost of which will approximate, as closely as possible, the 
straight average cost, taking any previous deviations into consider­
ation. The locations of the numbers may then be obtained from 
the number record, verified with the location record, and the order 
may be given to the depository to deliver. Substitutions must 
be made in case any of the pieces selected are being held as col­
lateral. It is important to note that the selected certificate 
numbers should appear on the written order to the broker, known 
as a comparison ticket, that these numbers appear on the 
brokers’ confirmations and that they also be mentioned in the 
minutes, in order that intention to sell those particular securities 
may be shown. A quotation from Prentice-Hall states the follow­
ing, which is self-explanatory:
In the case of Howbert vs. Penrose, 38 Fed. (2d), 577; 8 
Am. Tax Rep. 10331, the court in affirming the judgment of 
the trial court which had ruled that the evidence was suffi­
cient to show identification of the stock sold, stated in part 
as follows:
“ In our opinion, proof of the certificates delivered does 
not conclusively determine what transaction did, in fact, 
take place. It is evidence, but not conclusive evidence. So 
it is of the question of the intent of the seller. ... It must 
be readily conceded that, if there had been a written con­
tract of the sale of this stock specifying ‘the shares pur­
chased by me in 1916’ and a clerk in the office of a trust 
company had delivered certificates acquired at an earlier 
date, the identity of the lot could be, and would be, de­
termined by the contract.”
SELECTIVE AVERAGE-COST METHOD ILLUSTRATED AND COMPARED 
WITH THE STRAIGHT AVERAGE COST
For the sake of convenience, purchases and sales are shown 
in a single account, instead of in separate ledgers, as recom­
mended.
It should be observed that quantities of pieces (shares) are 
recorded as purchased and sold, no attempt being made to split 
them into 100-share lots. The 800 shares which were sold have 
been calculated at the average cost of all shares purchased 
($93.33 x 800 = $74,664.00); and the balance of 1,000 shares is 
brought down in one lump sum, after clearing out the loss or 
profit, as the case may be.
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1. Straight Average-Cost Method 
American Steel Common
Purchases Sales
Date Shares Price Amount Date Shares Price Amount
1930 1930
Feb. 4 100 99 ½ $ 9,953.75 Dec. 30 100 47 ¾ $ 4,767.25
100 101 10,103.75 200 47 ½ 9,484.50
6 100 100 10,003.75 300 47 14,076.75
100 101 10,103.75 100 46 ¾ 4,667.25
100 102 10,203.75 100 46X 4,642.25
Mar. 31 100 107 10,703.75 31 Loss to P. & L. 37,026.00
100 107X 10,753.75
200 108 21,607.50 31 1,000 Bal.93.33 93,328.50
June 3 200 95 19,007.50
100 95 ½ 9,553.75
100 94 9,403.75
Oct. 20 100 72 ¼ 7,228.75
100 72 ½ 7,253.75
100 73 7,303.75
200 74 14,807.50
1,800 93.33 $167,992.50 1,800 $167,992.50
1931
Jan. 1 1,000 Bal. 93.33 $93,328.50
In the illustration of the selective average cost system we find 
it necessary to record each 100-share lot separately, an effort 
having been made to obtain all purchases in 100-share units. 
When the 800 shares were sold on December 30th, an effort was 
made to deliver such certificates, the average of the costs of which 
would approximate as closely as possible, the straight average-cost 
figure of $93.33. These pieces were then earmarked with the offset 
letters. It might be remarked, in passing, that the selections shown 
in the schedule on the next page are the results of first tries 
only and not by trial and error. This will be found to be 
comparatively easy at first, because of the wide selection of 
prices available, but as the pieces are sold, the variety of prices 
from which a choice can be made becomes less and less, at 
length necessitating some casting around for the best available 
combinations. This condition is compensated, however, by the 
fact that with few remaining pieces, the eye can take in the situa­
tion at a glance, thus accelerating the speed of determining what 
pieces should be selected; also any deviation even of substantial 
size, will affect the total average only slightly, if the number of 
pieces containing this deviation is small.
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l-A. Selective Average-Cost Method 
American Steel Common
Purchases Sales
Date Shs. Number Price Amount Date Shs. Number Price Amount
1930 1930
Feb. 4 100 96,987 101 $ 10,103.75 Dec. 30 100 2,806 A 47¾ $ 4,767.25
100 2,806 A 99½ 9,953.75 100 66,760 B 47½ 4,742.25
6 100 106,740 100 10,003.75 100 9,673 C 47½ 4,742.25
100 80,642 101 10,103.75 100 880,106 D 47 4,692.25
100 9,673 C 102 10,203.75 100 10,671 E 47 4,692.25
Mar. 31 100 542,864 107 10,703.75 100 123,654 F 47 4,692.25
100 743 107½ 10,753.75 100 847,600 G 46¾ 4,667.25
100 10,671 E 108 10,803.75 100 100,600 H 46½ 4,642.25
100 847,600 G 108 10,803.75 31 Loss, to P. & L. 37,692.00
June 3 100 876,743 95 9,503.75 1,000 Bal. down 92.66 92,662.50
100 100,600 H 95 9,503.75
100 900,140 95½ 9,553.75
100 123,654 F 94 9,403.75
Oct. 20 100 649,750 72¼ 7,228.75
100 880,106 D 72½ 7,253.75
100 723,740 73 7,303.75
100 66,760 B 74 7,403.75
100 29,808 74 7,403.75
1,800 $167,992.50 1,800 $167,992.50
1931
Jan. 1 100 Bal. 96,987 101 $10,103.75
100 ‘ 106,740 100 10,003.75
100 ' 80,642 101 10,103.75
100 ‘ 542,864 107 10,703.75
100 ' 743 107½ 10,753.75
100 ' 876,743 95 9,503.75
100 ' 900,140 95½ 9,553.75
100 ' 649,750 72¼ 7,228.75
100 ‘ 723,740 73 7,303.75
100 ‘ 29,808 74 7,403.75
Comparative results of the two methods, together with the 
results which would have been obtained by the use of the first-in- 
first-out method, are shown in the following table:
Total cost of shares sold÷by number 
of shares sold=average cost a share 
sold approximately.....................
Multiplied by the number of shares 
sold gives a total cost of sales of..
Total amount of sales in each case..
Resulting losses...................................
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Thus it may be seen that, when comparing the results of other 
acceptable methods with the basic straight average-cost method, 
the proportion of possible error will be greatly reduced when using 
the selected average-cost method, variations one way or another 
tending to cancel each other.
The following illustrations indicate the result of continued 
selling in a falling market, carrying on the same accounts where 
they were left off:
2. Average-Cost Method
Purchases Sales
Date Shares Price Amount Date Shares Price Amount
1931 1931
Jan. 1 1,000 Bal. $93.33 $93,328.50 Apr. 6 100 58 $ 5,792.25
100 57 5,692.25
100 56 5,592.25
10 100 54 5,392.25
100 52 5,192.25
100 51 5,092.25
Dec. 31 Loss, to P. & L. 23,244.50
31 400 Bal 93.34 37,330.50
1,000 $93,328.50 1,000 $93,328.50
1932
Jan. 1 400 Bal. $93.34 $37,330.50
2-A. Selective Average-Cost Method
Purchases Sales
Date Shs. Number V Price Amount Date Shs. Number-v/ Price Amount
1931 1931
Jan. 1 100 Bal. 96,987 101 $10,103.75 Apr. 6 100 106,740 A 58 $5,792.25
100 106,740 A 100 10,003.75 100 542,864 B 57 5,692.25
100 80,642 101 10,103.75 100 723,760 C 56 5,592.25
100 542,864 B 107 10,703.75 10 100 876,743 D 54 5,392.25
100 743 E 107 Ji 10,753.75 100 743 E 52 5,192.25
100 •* 876,743 D 95 9,503.75 100 29,808 F 51 5,092.25
100 900,140 95Ji 9,553.75 Dec. 31 Loss to P. & L. 22,919.00
100 ♦« 649,750 72J4 7,228.75 31 400 Balance 92.48 36,990.00
100 723,760 C 73 7,303.75
100 •• 29,808 F 74 7,403.75
1,000 $92,662.50 1,000 $92,662.50
1932
' — ’
Jan. 1 100 Bal. 96,987 101 $10,103.75
100 •• 80,642 101 10,103.75
100 •* 900,140 95 Ji 9,553.75
100 649,750 72 X 7,228.75
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And the cumulative comparative results would be as follows:
Total cost of shares sold ÷ by 
number of shares sold = average 
cost per share sold approximately
Multiplied by the number of shares 
sold, gives a total cost of sales. . .
Total amount of sales in each case. .
Resulting losses...................................



















Here it may be seen that the selective average-cost method con­
tinues to hold its own, but that the first-in-first-out method is 
hopelessly out of the running. It should be carefully observed 
that in illustration 2-A, sales were made at two different times, 
which necessitated two separate costing and delivering operations. 
The average cost of the first three shares was $93.37, and the aver­
age cost of the second three was $92.20, the average cost of the 
six being $92.79.
Evidently, some form of record is wanted which will show at all 
times deviations from the correct average cost, in order that 
corrections may be made on subsequent deliveries. A compara­
tive cost record or book-value card is recommended for each kind 
of security, which will show comparative costs whenever a change 
in the per-share value occurs, whether the change be the result of 
purchases, sales, stock dividends or stock split-ups. The illus­
tration given on the next page summarizes the previous examples 
and is quite satisfactory. It may also be used to draw off instantly 
lists of security book values at any time. Sales (printed in italics) 
should be entered in red, and the deviations likewise when they 
are minus quantities.
The selective average-cost method, with its attendant follow-up 
of securities at every step of the way, should have a direct appeal 
to accountants and auditors who are vitally interested in the 
determination of correct values for statement purposes, as well 
as the proper determination of income.
For the portfolio manager, the method insures a confidence 
that accounting methods will correctly reflect trading activities 
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in accordance with the wishes of the management, at the same 
time keeping well within the law and the rules of the income-tax 
bureau, whose view has already been expressed. It is easily ap­
parent that with the general adoption of the selective average­
cost system, no need should exist for a technical violation of the 
rules of the bureau.
American Steel Common
Gilt Edge Investments, Inc.
Comparative Cost, or Book-Value Card




Value Value over or under
Date Shs. Amount per share Shs. Amount per share per sh.
1930
Feb. 4 200 $20,057.50 $100.29 200 $20,057.50 $100.29
6 300 30,311.25 100.74 300 30,311.25 100.74
500 50,368.75 500 50,368.75
Mar. 31 400 43,065.00 103.82 400 43,065.00 103.82
900 93,433.75 900 93,433.75
June 3 400 37,965.00 101.08 400 37,965.00 101.08
1300 131,398.75 1300 131,398.75
Oct. 20 500 36,593.75 93.33 500 36,593.75 93.33
1800 167,992.50 1800 167,992.50
Dec. 30 800 93,328.50 93.33 800 92,662.50 92.66 $.67
1000 1000
Apr. 6 300 65,329.50 93.33 300 64,651.25 92.36 .97
700 700
10 300 37,330.50 93.34 300 36,990.00 92.48 .86
400 400
No difficulty in handling the system should be experienced by 
trusts under the supervision of management-service companies 
or the companies themselves; and it is equally well adaptable to 
large investment-trust combinations. Neither will foreign secu­
rities present any problems that can not be easily solved.
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